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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

CERBER, Judge: This case was assigned to Chief Special
Trial Judge Panuthos pursuant to Rules 180, 181, and 183.! The
Court agrees with and adopts the opinion of the Special Trial

Judge, which is set forth bel ow

1 Unl ess otherwi se i ndicated, section references are to

the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.
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OPI NION OF THE SPECI AL TRI AL JUDCE

PANUTHOS, Chief Special Trial Judge: Respondent determ ned

deficiencies in petitioners’ Federal incone taxes and negligence

penal ti es under section 6662(a) as follows:?2

Year Defi ci ency Sec. 6662(a)
1990 $51, 417 $10, 283
1991 50, 542 10, 108
1993 36, 903 7, 381

After the notice of deficiency was issued, respondent
acknow edged that the deficiencies and penalties were overstated
for 1991 and 1993. Respondent asserts the deficiencies and

penalties for 1991 and 1993 are as foll ows:

Year Defi ci ency Sec. 6662(a)
1991 $48, 307 $9, 661
1993 30, 072 6, 014
2 At the tinme of filing the petition, petitioner

requested, and the Court granted, a request for snmall tax case
status pursuant to sec. 7463. The Court notes that the petition
reflects for each taxable year an amount in dispute including
penal ties of |ess than $50,000. After comencenent of trial, it
becane apparent that for each of the taxable years 1990 and 1991,
the deficiencies and penalties placed in dispute exceeded the
[imt ($50,000) permtted under sec. 7463. Accordingly, the
smal | tax case status was discontinued pursuant to sec. 7463(d)
and Rule 173. By order dated Apr. 18, 2000, the caption was
anended by deleting the letter “S” fromthe docket nunber.
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The issues for decision are:® (1) Wether petitioners are
entitled to deduct various business expenses in excess of the
anounts all owed by respondent; (2) whether petitioners failed to
i nclude interest and dividends as incone; (3) whether petitioners
may deduct interest paynents in excess of the anmounts allowed by
respondent; (4) whether petitioners are entitled to an investnent
tax credit for 1993; and (5) whether petitioners are |iable for
the accuracy-rel ated penalty pursuant to section 6662(a).

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulated facts and the related exhibits are incorporated
herein by this reference. At the tine of filing the petition in
this case, petitioners resided in Washington, D.C. Any
references to petitioner are to Howard L. Burris, Sr.

Petitioner received a degree in geology fromWst Point.

Bef ore 1990, petitioner worked as a consultant to various

3 Respondent determ ned that petitioners failed to
i nclude $1 of incone in 1993 from Social Security. Respondent
di sal | oned deductions of $15,597 from Schedul e E, Suppl enent al
| ncone and Loss, for 1991. Petitioners did not present evidence
as to these issues. As a result, petitioner is deened to have
conceded these issues. See Rules 142(a), 149(b); Pearson v.
Comm ssioner, T.C Meno. 2000-160.

The notices of deficiency contain adjustnents to
petitioners’ item zed deductions, alternative m ninmumtax,
enpl oynent tax, and dependency exenption deductions. These are
conput ati onal adjustments which will be affected by the outcone
of the other issues to be decided, and we do not separately
address them
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corporations. During the period at issue, petitioner wirked as a
consultant to the Federal Reserve. As a consultant, petitioner
acted as an internediary for the Federal Reserve and secured
financing for various projects, such as a high speed train and a
hospital. Petitioner received a percentage of the financing as a
fee for his efforts.

Bet ween 1989 and 1994, petitioner attenpted to secure $3.5
billion in financing for a Texas high speed train project to
connect Houston, Dallas, and Austin. Petitioner met with various
bank and trust representatives in Europe in an effort to finance
the train project.

Petitioners engaged in other side businesses between 1990
and 1993. In the 1940's, petitioner Barbara J. Burris (Ms.
Burris) inherited fromher father, B.H Jester, a plot of land in
Austin, Texas. The | and was devel oped under the nanes Jester
Devel opnment and Jester Estate Devel opnent (collectively, Jester).
Jester planned to build 1,100 houses on 1,000 acres of |and.
Jester continued construction in 1990 and 1991, but construction
ceased at sone point in the early 1990's due to the discovery
that the gol den cheek warbl er, an endangered species, inhabited
the property. Petitioners also owned interests in oil and gas

hol di ngs during the years at issue.
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Petitioners filed joint Federal inconme tax returns for the
years in issue. Petitioners clained the foll ow ng expenses as

deducti ons on Schedules C, Profit or Loss From Busi ness:*

1990 1991 1993
Depr eci ati on $51,222  $30,703  $31, 203
Legal and prof essional 73,232 42, 228 33, 733
Travel 61, 601 100, 601 18, 638
Entertai nnent and neal s 12, 636 25, 693 20, 294

On Schedules A, Item zed Deductions, petitioners clained

deducti ons as foll ows:

1990 1991 1993
Hone nortgage interest $20,180  $32, 741 $7, 497
| nvest ment interest 34, 265 140, 770 30, 662
Real estate taxes 9, 352 13, 147 9, 920
Charitable contributions 8, 548 4,583 3,521
O her expenses 13, 783 210, 392 1,219
Medi cal and dent al --- --- 5,473
Tot al 86, 128 3100, 865 58, 292

1 Petitioners reported investnment interest of
$41, 232, but deducted $40,770 due to the limtation of
sec. 163(d)(1).

2 On their anended return, petitioners reported
ot her expenses of $10,658. These amounts will be
af fected by conputational adjustnents.
3 Although $100,865 is the total Schedule A
anount reflected on petitioners’ 1991 return, the
correct total ampbunt is $101, 633.
Petitioners also reported investnment income of $52,345 in 1990,
$40, 770 in 1991, and $62,239 in 1993. Petitioners clained an

i nvestnent tax credit of $3,151 in 1993.

4 Petitioners clainmed other expenses for each year that
are not at issue.
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Respondent issued a notice of deficiency on April 1, 1999.
The notice® (1) disallowed sone of the deductions clained on
Schedule C, (2) determ ned that petitioner failed to report
di vidend and interest income of $95 in 1990, $5,493 in 1991, and
$253 in 1993; and (3) made adjustnments to petitioners’ item zed
deductions on Schedule AL As to the item zed deductions on
Schedul e A, the notice of deficiency indicated the foll ow ng:
It is determned that interest expense deduction of
$76, 098. 00, $84,638.00 and $67,297.00 respectively for the
t axabl e years ended Decenber 31, 1990, 1991 and 1993 is
al | owabl e i nstead of $86, 128. 00, $100, 865.00 and $58, 292. 00
respectively as shown on your tax returns for the taxable
years ended Decenber 31, 1990, 1991 and 1993. Accordingly,
your taxable incone is increased $10,030.00 and $16, 227. 00
for the taxable years ended Decenber 31, 1990 and 1991, and
your taxable incone is decreased $9,005.00 for the taxable
year ended Decenber 31, 1993.[68 [Enphasis added.]
Respondent al so determ ned that petitioner was liable for the
accuracy-rel ated penalty pursuant to section 6662(a).
Respondent served petitioners with interrogatories and a
request for production of docunents on January 27, 2000.

Petitioners failed to respond to the formal discovery, and

respondent filed notions to conpel responses to interrogatories

5 Al t hough the explanation in the notice of deficiency
appears to disallow the clained investnent credit, the notice
does not contain an adjustnment to this item

6 The decrease in inconme for 1993 is due to a
carryforward of disallowed interest under sec. 163(d) from 1991.
The carryforward amount will be affected by our holding with
respect to 1991 and can be accounted for in the Rule 155
conput at i on.



- 7 -

and production of docunents on March 22, 2000. At the hearing on
these notions, the Court ordered petitioners to respond to the
interrogatories in witing by March 31, 2000, or the answers
provided orally in Court at such hearing would be deened
petitioners’ answers. The Court also ordered petitioners to
produce to respondent by March 31, 2000, all docunents
petitioners intended to use at the ¢trial. Any docunents not
produced woul d not be permitted to be used at trial. Petitioner
stated that he contested only the Schedul e C deductions for 1990.
Petitioners did not provide further witten answers to the
interrogatories, nor did they produce additional docunents.’

Respondent argued in a trial nmenorandum and at trial: (1)
Petitioners are not entitled to the various Schedul e C deductions
because they failed to substantiate the amounts cl ai med; and (2)
as to the interest deductions, respondent reclassified the hone
nortgage interest as investnent interest, and then disall owed
part of the interest deduction pursuant to section 265(a)(2). At

trial, respondent argued for the first tine that part of the

! Despite the Court’s rulings, the parties presented
evi dence and testified about issues which appear to have been the
subj ect matter of the discovery proceeding. Petitioner and
respondent raised the omtted income and interest issues at
trial. W deemthe issues to have been tried by consent and
properly before this Court.
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i nvestnment interest should be disallowed under section
163(d) (1).¢8

OPI NI ON

A. Ceneral

The record in this case is confused, disorganized, and
fraught with inconsistent assertions and theories. Petitioners’
reporting of their activities and subsequent expl anation of the
activities at trial created a nuddl e of inconprehensible
informati on. Respondent’s determ nation and assertions at trial
created further confusion.

While the determination and the record in this case have
made fact finding difficult, we neverthel ess have carefully
reviewed this record to analyze the issues and nmake findings and
conclusions. W shall discuss in detail the inconsistencies as
we address each adj ustnent.

B. Schedul e C Expenses

1. Sections 162(a) and 274(a)

Section 162(a) permts a deduction for the ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on a trade or business. An expense nust be directly

connected with, or proximately result from a trade or business

8 Respondent’s agent, before applying the limtation of
sec. 163(d)(1), calculated the anmpbunt of investnent interest
deductions as $34, 131 in 1990, $27,732 in 1991, and $28,388 in
1993.
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of the taxpayer. See Kornhauser v. United States, 276 U. S. 145,

153 (1928); O Malley v. Conm ssioner, 91 T.C. 352, 361 (1988),

affd. 972 F.2d 150 (7th Gr. 1992). Expenses that are personal
in nature are generally not allowed as deductions. See sec.
262(a). Deductions are a matter of |egislative grace, and

t axpayers nmust conply with the specific requirenents for any

deduction clainmed. See |INDOPCO, Inc. v. Conm ssioner, 503 U.S.

79, 84 (1992); New Colonial lIce Co. v. Helvering, 292 U S. 435,

440 (1934).

A taxpayer is required to maintain records sufficient to
establish the amount of his incone and deductions. See sec.
6001; sec. 1.6001-1(a), (e), Inconme Tax Regs. A taxpayer nust
substantiate his deductions by maintaining sufficient books and
records to be entitled to a deduction under section 162(a).

When a taxpayer establishes that he has incurred a
deducti bl e expense, but is unable to substantiate the exact
anount, we are, in sonme circunstances, permtted to estimte the

deducti bl e ambunt. See Cohan v. Commi ssioner, 39 F.2d 540, 543-

544 (2d CGr. 1930). W can estimte the anmount of the deductible
expense only when the taxpayer provides evidence sufficient to
establish a rational basis upon which the estinmate can be nade.

See Vanicek v. Comm ssioner, 85 T.C 731, 743 (1985).

Section 274(d) supersedes the general rule of Cohan v.

Commi ssi oner, supra, and we cannot estimate the taxpayer’s
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expenses with respect to certain itens. See Sanford v.

Comm ssioner, 50 T.C. 823, 827 (1968), affd. per curiam412 F. 2d

201 (2d CGr. 1969). Section 274(d) inposes strict substantiation
requirenents for gifts, travel, entertai nnment, and neal expenses.
See sec. 1.274-5T(a), Tenporary Incone Tax Regs., 50 Fed. Reg.
46014 (Nov. 6, 1985). To obtain a deduction for a travel, neal,
or entertainment expense, a taxpayer nust substantiate by
adequate records or sufficient evidence to corroborate the
taxpayer’s own testinony the amount of the expense, the tine and
pl ace where it was incurred, the business purpose of the expense
and, in the case of entertainnment, the business relationship to

t he taxpayer of each person entertained. See sec. 274(d); sec.
1.274-5T(b), Tenporary Incone Tax Regs., 50 Fed. Reg. 46016 ( Nov.
6, 1985). |If a taxpayer is unable to fulfill the requirenents of
section 274(d), then he is not entitled to the deducti on.

2. Depr eci ati on

Section 167(a) permts a depreciation deduction for the
exhaustion, wear and tear of property used in a trade or
busi ness. Petitioner clainmed depreciation deductions of
$51, 222 in 1990, $30,703 in 1991, and $31, 203 in 1993.
Petitioner failed to denonstrate that the depreci ated properties
were used in his trade or business. Further, petitioner did not
identify the properties he depreciated. W are unable to

estimate an anount for depreciation deductions because petitioner
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failed to provide evidence upon which we can nake a rational

estimte. See Vanicek v. Comm ssioner, supra. W sustain

respondent’s determ nation on this issue.

3. Legal and Prof essi onal Fees

Petitioners deducted $73,232 in 1990, $42,228 in 1991, and
$33,733 in 1993 for legal fees. Cenerally, legal fees may be
deducti bl e under section 162(a) if they are connected to a

taxpayer’s trade or business. See Quill v. Conm ssioner, 112

T.C. 325, 328-329 (1999); Davis v. Comm ssioner, T.C. Meno. 1999-

250.

Petitioner generally testified that he incurred nore than
$32,000 in legal fees in connection with his consulting work for
t he Federal Reserve Board. Petitioner did not provide any
additional details regarding the |l egal fees, such as the dates,
attorneys retained, and how the | egal expenses were incurred in
his trade or business.® Petitioner also did not produce
docunents at trial to establish that he incurred these expenses.
We are unable to estimate an anount for |egal fees because
petitioner failed to provide evidence upon which we can nmake a

rational estimte. See Vanicek v. Conni ssioner, supra. W hold

for respondent on this issue.

o Petitioner’s testinony as to the | egal fees was so
vague that we do not know the year or years in which petitioner
incurred the $32, 000.
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4. Travel, Entertai nnent, and Meal s

Petitioners deducted travel expenses of $61,601 in 1990,
$100,601 in 1991, and $18,638 in 1993. Petitioners al so deducted
entertai nment and neal expenses of $12,636 in 1990, $25,693 in
1991, and $20,294 in 1993. Petitioner generally testified that
he traveled to Europe to neet with various representatives of
banks and trusts to secure funding for the Texas high speed train
project. He did not provide any other detail regarding his
travel, entertainnent, and neal expenses. Petitioners’ primary
argunent is that Price Waterhouse, their tax preparer, would not
have listed the deductions unless the deductions were proper,
and, therefore, they are entitled to deduct petitioner’s travel,
entertai nnent, and neal expenses.

Petitioner did not produce docunents to support the clained
deductions for travel, entertainnent, and neals. Petitioner
provi ded several theories as to why the docunents were
unavail able: First, petitioner forwarded the docunents to
support his deductions to Price Waterhouse. According to
petitioner, Price Waterhouse, as part of its docunent retention
pol i cy, destroyed the docunments.!® Second, petitioner’s

secretary died in the early 1990's, and, therefore, petitioner

10 At trial, Mchael A Halpert, a revenue agent for the
I nternal Revenue Service, testified that Price Wterhouse
provided himwi th credit card statenments and a spreadsheet of
travel expenses for tax year 1991.
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could not |ocate the docunents fromhis office. Third,
petitioner rel ocated boxes of docunments fromhis office to his
personal residence after his secretary died. Petitioner clains
t hat his basenent was fl ooded and sone of the boxes were
dest royed.

Petitioner failed to neet the strict substantiation
requi renents of section 274(d). Petitioner did not establish
t hrough either docunents or testinony the anount of each expense,
the time and place where it was incurred, the business purpose of
t he expense and, in the case of entertai nnent expenses, the
busi ness relationship to the taxpayer of each person entertained.
See sec. 274(d); sec. 1.274-5T(b), Tenporary Incone Tax Regs., 50
Fed. Reg. 46016 (Nov. 6, 1985). Petitioner’s scant testinony
that he traveled to Europe to neet with banks and trusts falls
short of the rigors of section 274(d). W sustain respondent’s
determ nations as to these itens.

C. Interest and D vidend | ncone

Respondent determ ned that petitioners failed to report
di vidend and interest inconme of $95 in 1990, $5,493 in 1991, and
$253 in 1993. Petitioners do not dispute that they received the
anounts in each year. Petitioners have not presented any
argunents that such inconme is not subject to tax.

Section 61(a)(4) and (7) defines gross incone as including

income fromany source, including interest and divi dends.
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Petitioners were required to include the interest and dividends
as part of their gross incone, and they do not dispute that they
recei ved such amounts. W hold for respondent on this issue.

D. | nt erest Deducti ons (Schedul e A)

Wth respect to the tax years 1990 and 1991, respondent
argues that the deduction clained as hone nortgage interest is
actually investnment interest and that petitioner is not entitled
to deduct (1) part of the interest pursuant to section 265(a)(2)
and (2) part of the interest pursuant to section 163(d). In the
deficiency notice, respondent provided no such expl anation for
t he di sal |l owance, nor did respondent specify whether the hone
nortgage interest, investnent interest, or a conbination of the
two was disallowed. Further, the anpbunts disallowed in the
notice do not coincide with the anounts clained on the return.
Respondent incorrectly classified the total clainmed item zed
deductions as “interest expenses”. One cannot tell fromreview
of the notice what was allowed or disallowed. No further
explanation is provided in the notice, nor did respondent provide
a breakdown of the itens all owed and disal | owed.

Rul e 142 provi des:

(a) General: The burden of proof shall be upon

the petitioner, except as otherw se provided by statute

or determ ned by the Court; and except that, in respect

of any new matter, increases in deficiency, and

affirmati ve defenses, pleaded in the answer, it shal

be upon the respondent. As to affirmative defenses,
see Rul e 39.
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It is only in respondent’s trial nmenorandum that respondent
rai sed the reclassification of honme nortgage interest to
i nvestnment interest, and the section 265(a)(2) disallowance, and
not until trial did respondent rely on the limtation of
i nvestnment interest under section 163(d). The notice of
deficiency does not reflect any of those theories. Accordingly,

such theories are a “new natter”. See Achiro v. Conm ssioner, 77

T.C. 881, 889-891 (1981); Wayne Bolt & Nut Co. v. Conm Ssioner,

93 T.C. 500, 507-508 (1989). Petitioner is required to present

di fferent evidence to rebut respondent’s new theories. Although
it is not clear fromthe notice, the paynent of interest does not
appear to be at issue. Rather, to contest respondent’s theories,
petitioners would be required to present evidence relating to
notives of investnent and the relationship of petitioners’ total

i nvestments and respective borrowing. Further, petitioners would
be required to establish that their intent in securing the | oans
was not to purchase or carry tax-exenpt securities. See, e.g.,

Mariorenzi v. Comm ssioner, T.C. Mno. 1973-141, affd. 490 F.2d

92 (1st Gr. 1974). Therefore, respondent has the burden of
proof as to the interest issue. W address each of respondent’s
t heori es bel ow.

1. Classification of Interest

In the case of a cash basis taxpayer, section 163(a) allows

for a deduction of all interest paid during the taxable year.
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I ndi vi dual taxpayers are not permtted to deduct personal
interest. See sec. 163(h)(1). Personal interest does not
i nclude investnent interest or qualified residence interest
(QRI). See sec. 163(h)(2)(B), (D

Rl can arise fromeither acquisition indebtedness, hone
equity indebtedness, or pre-Cctober 13, 1987, indebtedness. See
sec. 163(h)(3)(A), (D). Acquisition indebtedness is any
i ndebt edness secured by the qualified residence of the taxpayer
and is incurred in acquiring, constructing, or substantially
i nproving any qualified residence of the taxpayer. See sec.
163(h)(3)(B). The aggregate amount of acquisition indebtedness
cannot exceed $1 million for any period. See sec.
163(h)(3)(B)(ii). Acquisition indebtedness al so includes
i ndebt edness to refinance the qualified residence, so long as the
i ndebt edness satisfies the requirenents of section 163(h)(3)(B)

Home equity indebtedness is any indebtedness secured by a
qualified residence to the extent the total anount of the
i ndebt edness does not exceed the fair market val ue of the
qual i fied residence, |ess the amount of acquisition indebtedness
of the qualified residence. See sec. 163(h)(3)(CO(i). The
aggregat e anount of hone equity indebtedness is limted to
$100, 000 for any period. See sec. 163(h)(3)(O(ii).

Pre-Cctober 13, 1987, indebtedness is any indebtedness which

was i ncurred on or before October 13, 1987, and which was secured



- 17 -

by a qualified residence on Cctober 13, 1987, and at all tines
thereafter before the interest is paid or accrued. See sec.
163(h)(3)(D)(iii)(l). Pre-Cctober 13, 1987, indebtedness al so
includes debt that is incurred after Cctober 13, 1987, and is
used to refinance the pre-Cctober 13, 1987, debt. See sec.
163(h)(3) (D) (iii)(ll). Pre-Qctober 13, 1987, indebtedness is
treated as acquisition indebtedness, but it is not subject to the
$1 mllion limtation. See sec. 163(h)(3)(D)(i). Al so, a
taxpayer is not limted in how he uses the funds froma pre-
Oct ober 13, 1987 debt, while he is Iimted in the use of the
funds with acquisition and hone equity indebtedness.

A qualified residence is either a taxpayer’s primary
resi dence or second residence. See sec. 163(h)(4)(A) (i); sec.
1.163-10T(p)(3), Tenmporary |Incone Tax Regs., 52 Fed. Reg. 48410
(Dec. 22, 1987).

| nvestnent interest is any interest allowable as a deduction
which is paid or accrued on indebtedness properly allocable to
property held for investnent. See sec. 163(d)(3)(A). Investnent
interest does not include QRI. See sec. 163(d)(3)(B). A
t axpayer may deduct investnent interest up to the anmount of net
i nvestnment inconme. See sec. 163(d)(1). ORI is not subject to
the investnent interest limtation of section 163(d)(3)(B). See
sec. 1.163-10T(b), Tenporary Inconme Tax Regs., 52 Fed. Reg. 48410

(Dec. 22, 1987).
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Petitioner deducted hone nortgage interest of $20,180 in
1990, $32,741 in 1991, and $7,497 in 1993. Respondent argues
that the nortgage interest is investnment interest. Petitioner
testified that he “placed a nortgage on it [petitioners’
residence] to bail out sone of these itens [other debts]”.
Respondent did not establish that the indebtedness at issue was
not QRI. Further, respondent did not present additional evidence
to prove that the indebtedness at issue was not secured by
petitioners’ qualified residence. There is nothing in this
record which would | ead us to the conclusion that respondent’s
characterization of the interest as investnment interest is
correct.

We are also unable to discern when the debt was incurred.
Respondent’s agent, M chael A Halpert, testified that he
“reviewed the petitioner statenents he received from banks and
other lending institutions reflecting the anmount of interest he
had paid in the respective years”. Respondent did not produce
any of these docunents at trial, and the record is silent as to
when petitioners purchased their residence. It is possible that
the debt could qualify as pre-Cctober 13, 1987, debt, in which
case the use of the funds fromthe indebtedness is not rel evant
to our inquiry. Respondent failed to establish that the interest

was not QRI. We hold for petitioners on this issue.



2. Section 265(a)(2)

Respondent di sal |l owed part of the investnent interest
pursuant to section 265(a)(2). Section 265(a)(2) provides that a
taxpayer is not entitled to a deduction for interest on
i ndebt edness incurred or continued to purchase or carry
obligations on which the interest is tax exenpt. The purpose of
section 265(a)(2) is to prevent a taxpayer fromobtaining a
doubl e tax benefit by deducting interest on borrowed funds used
by the taxpayer to purchase or carry securities bearing tax-

exenpt interest. See Denman v. Slayton, 282 U S. 514, 515

(1931); Levitt v. United States, 517 F.2d 1339, 1343 (8th Cr

1975); Jacobson v. Conm ssioner, 28 T.C. 579 (1957); Estate of

Norris v. Commi ssioner, T.C Meno. 1981-368.

The nmere fact that a taxpayer carries or purchases
securities concurrently with his increase in indebtedness is

insufficient to apply section 265(a)(2). See Levitt v. United

States, supra at 1344; Mariorenzi v. Comm ssioner, 490 F.2d 92,

93 (1st Gr. 1974), affg. T.C. Meno. 1973-141. In interpreting
section 265(a)(2), the courts require a “sufficiently direct
rel ati onshi p” between the carrying or purchasing of tax-exenpt

securities and the i ndebtedness. Wsconsin Cheesenman, Inc. V.

United States, 388 F.2d 420, 422 (7th Gr. 1968); Swenson Land &

Cattle Co. v. Conm ssioner, 64 T.C. 686, 696 (1975). “Here we

are not applying a nechanical rule but are insisting upon a
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connection between the tax-exenpt securities and the | oans before

interest deductibility is disallowed.” Wsconsin Cheeseman, |nc.

v. United States, supra at 423. |If the tax-exenpt securities are

used for collateral for the indebtedness or the proceeds of the
borrowing are directly traceable to the purchase of tax-exenpt
securities, then section 265(a)(2) wll apply. See Levitt v.

Conmi ssi oner, supra at 1345; Wsconsin Cheeseman, Inc. v. United

States, supra at 422; Kirchner, More & Co. v. Commi ssioner, 54

T.C. 940 (1970), affd. 448 F.2d 1281 (10th Gr. 1971); Bishop v.

Commi ssioner, 41 T.C 154 (1963), affd. 342 F.2d 757 (6th Cr

1965). If neither factual setting exists, then we nust exam ne
the facts of each case to determ ne whether a sufficiently direct
rel ati onship exists between the indebtedness and tax-exenpt

securities. See Estate of Norris v. Commi SSioner, supra.

Respondent’s agent, M. Halpert, testified why he applied
section 265(a):

VWhen | first inspected the return prior to even
contacting the petitioner, | noticed that there was a | arge
anount of investnent interest expense clainmed on Schedule A
as well as a substantial anmount of tax exenpt interest
i ncome reported on the front page of the 1040. This in
itself leads to at | east asking questions, leading up to
section 265(a).

Respondent did not provide any additional evidence to establish a
direct relationship between the indebtedness and the tax-exenpt
interest. The record does not establish when the debt was

incurred, nor does it reflect a connection of the indebtedness
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and tax-exenpt interest beyond the nere fact that petitioners
reported tax-exenpt interest while claimng deductions for

i nterest.

We al so have credible testinony frompetitioner that
petitioners’ only source of tax-exenpt interest was from Ms
Burris’ inheritance. The record does not indicate that
petitioners used tax-exenpt securities as collateral for the
i ndebt edness at issue, nor that petitioners incurred indebtedness
to purchase tax-exenpt securities. Respondent inproperly applied
section 265(a)(2), and we hold for petitioners on this issue.

3. Section 163(d)

Respondent argued at trial that part of the investnent
i nterest deductions should be disallowed under section 163(d)(1).
Section 163(d)(1) provides that a deduction of investnent
interest may not exceed net investnent inconme. Net investnent
incone is defined as the excess of investnent inconme over
i nvest ment expenses. See sec. 163(d)(4)(A). Investnent incone
i ncl udes gross incone fromproperty held for investnent and any
net gain fromthe disposition of property held for investnent.
See sec. 163(d)(4)(B). Property held for investnent includes
property which produces incone of a type described in section
469(e)(1). See sec. 163(d)(5)(A). Section 469(e)(1) property

i ncl udes gross incone frominterest, dividends, annuities, and
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royalties not derived in the ordinary course of a trade or
busi ness.

Petitioners reported investnent income of $52,345 in 1990,
$40, 770 in 1991, and $62,239 in 1993. W held above that
petitioners underreported interest and dividends of $95 in 1990,
$5,493 in 1991, and $253 in 1993. The om tted anounts constitute
i nvestment incone, and the actual anounts of investnent incone
reportable by petitioners are $52,440 for 1990, $46,263 in 1991,
and $62,492 in 1993. Petitioners clained investnment interest
expenses of $34,265 in 1990, $41,232 in 1991, and $30,662 in
1993. For all of the years at issue, the net investnent incone
exceeds the clainmed investnent interest expenses. Therefore,
petitioners may deduct investment interest expenses of $34,265 in
1990, 9$41,232 in 1991, and $30,662 in 1993.

E. | nvest nent Tax Credit

Petitioners clainmed an investnment tax credit of $3,151 in
1993. Sections 38 and 46 provide for the all owance of a business
credit, which in part is conprised of the investnent credit. See
sec. 38(a). The investnent tax credit is the sumof the
rehabilitation credit, energy credit, and reforestation credit.
See sec. 46.

Al t hough respondent argues that petitioners are not entitled
to an investnent tax credit of $3,215 for 1993, respondent’s

notice of deficiency does not contain an adjustnent to inconme tax
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to reflect the disallowed credit.! Since respondent seeks to
i ncrease the anmount of deficiency, respondent has the burden of
proof to establish that petitioners are not entitled to the
investnment tax credit. See Rule 142. Respondent failed to
present evidence at trial as to this issue and is deened to have

conceded the issue. See Rules 142(a), 149(b); Pearson v.

Conmi ssioner, T.C. Menp. 2000-160.

F. Accuracy-Rel ated Penalty

Respondent determ ned petitioners are liable for the
accuracy-rel ated penalty under section 6662(a) for 1990, 1991,
and 1993. The accuracy-related penalty is equal to 20 percent of
any portion of an underpaynent of tax required to be shown on the
return that is attributable to the taxpayer’s negligence or
di sregard of rules or regulations. See sec. 6662(a) and (b)(1).
“Negl i gence” consists of any failure to nake a reasonabl e attenpt
to conply with the provisions of the Internal Revenue Code and
al so includes any failure to keep adequate books and records or
to substantiate itens properly. See sec. 6662(c); 1.6662-
3(b)(1), Incone Tax Regs. “Disregard” consists of any careless,
reckless, or intentional disregard. See sec. 6662(c).

An exception applies to the accuracy-rel ated penalty when

t he taxpayer denonstrates (1) there was reasonabl e cause for the

11 W note that respondent’s cal cul ati on appears to be
incorrect, as petitioners clainmed a credit of $3,151 on their
1993 Federal incone tax return.
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under paynent, and (2) he acted in good faith with respect to such
under paynent. See sec. 6664(c). Wether the taxpayer acted with
reasonabl e cause and in good faith is determ ned by the rel evant
facts and circunstances. The nost inportant factor is the extent
of the taxpayer’s effort to assess his proper tax liability. See

Stubblefield v. Comm ssioner, T.C. Mno. 1996-537; sec. 1.6664-

4(b) (1), Inconme Tax Regs. Section 1.6664-4(b)(1), Incone Tax
Regs., specifically provides: “Crcunstances that may indicate
reasonabl e cause and good faith include an honest

m sunder st andi ng of fact or law that is reasonable in |ight of

* * * the experience, know edge, and education of the taxpayer.”

See Neely v. Conmmi ssioner, 85 T.C. 934 (1985).

It is the taxpayer’s responsibility to establish that he is
not |liable for the accuracy-related penalty inposed by section

6662(a). See Rule 142(a); Tweeddale v. Conm ssioner, 92 T.C

501, 505 (1989).

Petitioners appear to argue that they relied on their tax
preparer, Price Waterhouse. Under certain circunstances,
reliance by a taxpayer on the advice of a conpetent adviser can

be a defense to the accuracy-related penalty. See United States

v. Boyle, 469 U S. 241, 250-251 (1985); Ewing v. Conm ssioner, 91

T.C. 396, 423-424 (1988), affd. w thout published opinion 940
F.2d 1534 (9th Cr. 1991). However, reliance on professional

advice, standing alone, is not an absolute defense to negligence
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but rather a factor to be considered. See Freytag V.

Comm ssioner, 89 T.C. 849, 888 (1987), affd. 904 F.2d 1011 (5th

Cr. 1990), affd. 501 U S. 868 (1991). It nust be established
that the reliance was reasonable, in good faith, and based upon

full disclosure. See Ewing v. Conmm ssioner, supra; Pritchett v.

Comm ssioner, 63 T.C. 149, 174-175 (1974).

Petitioners failed to establish that they reasonably relied
in good faith upon Price Waterhouse’'s advice. Further,
petitioners did not prove that they fully disclosed the facts of
t he expenses at issue. Petitioner repeatedly testified that
Price Waterhouse woul d not have reported the vari ous expenses on
Schedul es A and C unl ess petitioners were entitled to deduct
them Petitioner’s testinony is insufficient to establish a
defense to the accuracy-rel ated penalty.

Petitioners clainmed deductions that they failed to explain
or substantiate. On the basis of the entire record, we concl ude
petitioners have not established that any portion of the
under paynment was due to reasonabl e cause or that they acted in
good faith. Accordingly, we hold petitioners are liable for the
accuracy-rel ated penal ty.

To reflect the foregoing,

Decision will be entered

under Rul e 155.




